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§1.475-0

be unavailable to the transferor with-
out securing consent from the Commis-
sioner). In determining the principal
purpose of a transfer, consideration
will be given to all of the facts and cir-
cumstances. However, a transfer is
deemed made with the principal pur-
pose to avail the transferee of a meth-
od of accounting that would be un-
available to the transferor without se-
curing consent from the Commissioner
if the transferor acquired inventory in
a bargain purchase within the five tax-
able years preceding the year of the
transfer and used a dollar-value LIFO
method to account for that inventory
that did not treat the bargain purchase
inventory and physically identical in-
ventory acquired at market prices as
separate items. Inventory is deemed
acquired in a bargain purchase if the
actual cost of the inventory (or, if ap-
propriate, the allocated cost of the in-
ventory) was less than or equal to 50
percent of the replacement cost of
physically identical inventory. Inven-
tory is not considered acquired in a
bargain purchase if the actual cost of
the inventory (or, if appropriate, the
allocated cost of the inventory) was
greater than or equal to 75 percent of
the replacement cost of physically
identical inventory.

(4) Effective date. The rules of this
paragraph (h) are applicable for trans-
fers that occur during a taxable year
ending on or after December 31, 2001.

[T.D. 6539, 26 FR 518, Jan. 20, 1961, as amend-
ed by T.D. 7814, 47 FR 11272, Mar. 16, 1982;
T.D. 8976, 67 FR 1082, Jan. 9, 2002; 67 FR 5062,
5148, Feb. 4, 2002]
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§§1.475(a)-1—1.475(a)-2
§1.475(g)-1 Effective dates.

[T.D. 8700, 61 FR 67719, Dec. 24, 1996, as
amended by T.D. 9328, 72 FR 32177, June 12,
2007]

§§1.475(a)-1—1.475(a)-2 [Reserved]

§1.475(a)-3 Acquisition by a dealer of
a security with a substituted basis.

(a) Scope. This section applies if—

(1) A dealer in securities acquires a
security that is subject to section
475(a) and the dealer’s basis in the se-
curity is determined, in whole or in
part, by reference to the basis of that
security in the hands of the person
from whom the security was acquired;
or

(2) A dealer in securities acquires a
security that is subject to section
475(a) and the dealer’s basis in the se-
curity is determined, in whole or in
part, by reference to other property
held at any time by the dealer.

(b) Rules. If this section applies to a
security—

(1) Section 475(a) applies only to
changes in value of the security occur-
ring after the acquisition; and

(2) Any built-in gain or loss with re-
spect to the security (based on the dif-
ference between the fair market value
of the security on the date the dealer
acquired it and its basis to the dealer
on that date) is taken into account at
the time, and has the character, pro-
vided by the sections of the Internal
Revenue Code that would apply to the
built-in gain or loss if section 475(a) did
not apply to the security.

[T.D. 8700, 61 FR 67720, Dec. 24, 1996]

§1.475(a)-4 Valuation safe harbor.

(a) Owverview—(1) Purpose. This sec-
tion sets forth a safe harbor that,
under certain circumstances, permits
taxpayers to elect to use the values of
positions reported on certain financial
statements as the fair market values of
those positions for purposes of section
475. This safe harbor is based on the
principle that, if a mark-to-market
method used for financial reporting is
sufficiently consistent with the re-
quirements of section 475 and if the fi-
nancial statement employing that
method has certain indicia of reli-
ability, then the values used on that fi-
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nancial statement may be used for pur-
poses of section 475. If other provisions
of the Internal Revenue Code or regula-
tions require adjustments to fair mar-
ket value, use of the safe harbor does
not eliminate the need for those ad-
justments. See paragraph (e) of this
section.

(2) Dealer business model. The safe
harbor is based on the business model
for a derivatives dealer. Under this
model, the dealer seeks to capture and
profit from bid-ask spreads in the mar-
ketplace by entering into substantially
offsetting positions with customers
that will remain on the derivatives
dealer’s books over their terms. Be-
cause the positions in the aggregate
tend to offset each other, the dealer
has achieved a predictable net cash
flow (for example, a synthetic annuity)
that reflects the captured bid-ask
spread. This net cash flow is generally
impervious to market fluctuations in
the values on which the component de-
rivatives are based. Section 475 re-
quires current recognition of the
present value of the net cash flow at-
tributable to the capture of these
spreads.

(3) Summary of paragraphs. Paragraph
(b) of this section sets forth the safe
harbor. To determine who may use the
safe harbor, paragraph (c) of this sec-
tion defines the term ‘‘eligible tax-
payer.” Paragraph (d) of this section
sets forth the basic requirements for
determining whether the method used
for financial reporting is sufficiently
consistent with the requirements of
section 475. Paragraph (e) of this sec-
tion describes adjustments to the fi-
nancial statement values that may be
required for purposes of applying this
safe harbor. Paragraph (f) of this sec-
tion describes the procedure for mak-
ing the safe harbor election and the
conditions under which the election
may be revoked. Paragraph (g) of this
section provides that the Commis-
sioner will issue a revenue procedure
that lists the types of securities and
commodities that are eligible positions
for purposes of the safe harbor. Using
rules for determining priorities among
financial statements, paragraph (h) of
this section defines the term ‘‘applica-
ble financial statement’” and so de-
scribes the financial statement, if any,
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